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EDITORIAL DEPARTMENT NOTE 


Post-war planning to be realistic must be based on certain assump- 
tions on the relation of government period. 
One of the most thoughtful and hopeful statements on this tt ad 
telationship which has appeared was made by Ralph E. 

before the Worcester Chapter of NACA” and is published as 
the first article in this issue of the Bulletin. Mr. Flanders is Presi- 
dent of Jones & Lamson Machine Co. and one of the outstanding in- 
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; Articles ished in the Bulletin present many different viewpoints. 
pressed, but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 

or comed and will be published in the Forum Section of the Bulletin. 


BUSINESS AND GOVERNMENT IN THE POST-WAR 
WORLD 


By Ralph E. Flanders, President, 
Jones & Lamson Machine Co., Springfield, Vermont 


We know we are going to 

win. We know we can win most quickly and with the smallest 
loss of life to those of our families and acquaintances who are 
engaged in active warfare, if we do our part on the home front 
to the utmost of our ability. I believe I can assume that beyond 
question everyone of you is doing his best in playing his part in 
the conduct of this war. 

Even though this is so, it yet remains true that we have arrived 
at a stage in the war in which production is pretty well organized. 
There will be sudden changes in the demand for war material 
and those changes we will have to meet by sudden changes in the 
nature and rate of our output. Besides this, we are faced with the 
growing problem of manpower for production and manpower for 
the Armed Forces, and the serious task of balancing them. With 
all this, however, at our present stage we do have now an oppor- 
tunity to look ahead and to plan ahead, and that opportunity we 
must use to the best advantage if we are not to lose in peace all 
that we have hoped to gain by winning the war. 

Relation of Government and Business Prior to 1929 

In the first place, I would like to call your attention to certain 
conditions in the past twenty years which we must never allow 
ourselves to forget. The principal thing we must not forget is 
that in the period which ended in 1929 relationships between gov- 
ernment and business were of the most satisfactory sort. Our 
national government was sympathetic to the business viewpoint, 
and while there was much discussion and some difference of opinion 
on the details of governmental policy relating to business, yet we 
look back to that period as one to which we would like to return, 
so far as those relationships are concerned. 

There is one disconcerting fact, however, which we would like 
to forget, but which we must not allow ourselves to forget. That 
is that this long period of friendly relationships between govern- 
ment and business culminated in the worst depression we have ever 
known. The unforgetable lesson we are to draw from that is that 
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the mere fact of sympathetic relationship is not enough. There 
is needed a new kind of wisdom, farsightedness, and self-control 
which was lacking in those days, and which we must very greatly 
improve if the new period of sympathetic relationships to which 
we look forward is not again to end in disaster. 


Relation of Government and Business Since 1929 


Following the crash in the fall of 1929, we had a period of 
growing unemployment. We met it first by inaction, on the theory 
that the situation would right itself as it had eventually done 
in similar periods of deflation and unemployment. It did not right 
itself within the period of the friendly administration. A new 
administration pursued a new course. It applied in rapid succes- 
sion a series of new controls to business, first with the assent of 
a considerable part of the business community under the NRA 
procedures, but later along lines which were not supported by any 
considerable body of opinion among our fellow industrialists and 
merchants, and which eventually pursued lines which resulted in 
dividing business and government into hostile camps. 

As a result, we made the slowest recovery of any important in- 
dustrial nation. We set up social ideas which were on the whole 
acceptable, but which the administration found no means of meeting 
except by an ever-increasing expansion of the national debt ; and 
finally the problem of full employment and high productivity was 
solved only by that most terrible of all expedients, a new world 
war. 


Relations in England and Canada 

Let us next take a look at the relationships between government 
and business now existiag in other great industrial countries. 
Today in England, policies which seem extreme to us are discussed 
as acceptable and even desirable possibilities by both the Labor 
Party and the Conservatives, with objections raised only by a 
diminishing middle-class liberalism. It is an accepted idea in 
England today that the railroads and the coal mines will be taken 
over by the Government. There is calm discussion of the prob- 
ability that banks and insurance companies will likewise be taken 
over, and as we all know the telephone, the telegraph, and the 
radio have for many years been governmental institutions. Eng- 
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land is far along the road of national socidlism and is going still 
farther. 

In Canada, the movement is not so far advanced, but it is going 
in the same direction. Of the two great railway systems of Canada, 
one is in governmental control. The Government has control like- 
wise of one of the two competing telegraph companies. This 
situation has existed for some time. The new situation is that both 
of the old parties in Canada are moving rapidly to the left, im- 
pelled in that direction by the growing strength of a new radical 
party which is challenging their power. We have long looked 
hopefully to our neighbor on the north as a bulwark of private free 
enterprise and democratic freedom. How much longer can we look 
in that direction for that encouragement ? 


Post-War Prospects 

Such is the world today in nations allied with us which are mak- 
ing their major contributions to the war. What about the world 
of tomorrow? Particularly so far as Europe is concerned, the 
prospect looks even more dubious. It is easily conceivable that at 
the war’s end the only popular government which can be formed 
in. Germany will be a communistic one. The same may be true of 
Italy. It may even be true of France. In the Atlantic Charter the 
two governments of the United States and Great Britain announce 
it as their common principle to “respect the right of all peoples to 
choose the form of government under which they will live.” In 
view of this statement, can we take any steps to prevent such an 
event? Ought we to in any case? 

The result would be the extension of the political power of the 
Soviet Union over the greater part of Europe, leaving (it may be 
hoped) a few little enclaves of liberal democracy to carry the torch 
of freedom—or of the Four Freedoms. 

If and when that time comes, the surviving Nazis and Fascists 
will point to the event and say, “We told you so.” The ghosts of 
the appeasers will rise from their graves and say, “We told you 
so.” Victory will turn sour in our own mouths, unless we have 
foreseen such possibilities and discounted them in advance. Let’s 
face it, now! 

Russia and Communism 
The chances are that Russia will not go out for military con- 
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quest. Her people have always been strong in defense, weak in 
offense. More important still, that country will wish to rebuild 
its peacetime industries and start again on its program of raising 
the living standard of its population. 

That country has, however, invented a method of conquest 
which is not, in its beginnings, military at all. She has devised 
that novel thing, ideological warfare. It is real warfare, too. It 
attempts to overthrow existing sovereignty and replace it wth 
obedience to a Soviet authority. Those Communists in our country 
who shifted their views overnight when Germany invaded Russia 
were not loyal citizens of this Republic. They were obedient to a 
foreign power, and if at any time their numbers become so great 
that they can control the government, the United States, ipso facto, 
will cease to be a free and independent nation. 

It can never seem anything but calamitous to have to engage in 
military warfare, often as we have had to do so. But in this 
ideological war we can join with confidence and joy. We can be 
glad to fight it on our own ground, for the war will be waged by 
conquering involuntary unemployment and continuing our old 
progress toward a higher, more broadly distributed scale of living, 
in things both material and spiritual. In such a contest, com- 
munism has no chance. That war can and must be successfully 
waged in America. 

Drift Toward Conservative Attitude in U. S. 


Looking at the rest of the world, then, we see a picture of drift 
or purposeful progress toward state socialism. In this country, 
a momentary picture is of movement in exactly the opposite di- 
rection. We find not merely the Congress but the administration 
itself moving toward a more conservative attitude. This has been 
due in part to the discovery that business experience is necessary in 
carrying on an all-out war, but it is also due in part to a revulsion 
in feeling felt by large groups of our citizens against the multipli- 
cation of federal controls, and dissatisfaction with the results which 
have been accomplished by them. We are, therefore, moving 
against the current of the world. How long can we continue to 
do so? That is the great question. 

Let us go back to the point made at the beginning that our 
troubles came upon us during a period in which there was mutual 
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confidence between business and government. This should teach us 
that the simple fact of having that mutual confidence is not enough 
for safety. In addition to that we must develop such skill and 
experience in the relationships between business and government 
that the end results will be satisfactory to the great mass of the 
people of this country. Otherwise, those satisfactory relationships 
will not long endure, nor should we expect them to endure. 

I do not propose to set forth in detail the proper program for 
business in taking advantage of the new opportunities for service 
which for the moment are opened up to us. This program is 
composed of a large number of elements, each one of which de- 
mands careful study. It does seem possible at this time, neverthe- 
less, to sketch in a few broad outlines which we must keep in sight 
if we are to be successful. 


Willingness and Ability to Take Business Risks 

One of these broad requirements is that business shall be willing 
and able to return to its old function of taking risks. Taking risks 
means taking losses as well as making profits. It means starting 
undertakings from which profit can be reasonably hoped for, but 
from which profits are not assured. So far as the willingness is 
concerned, this lies wholly within the decision of business itself. 
The most disturbing fact in our recent history has been the evi- 
dence of a decreasing willingness of business to take risk. It is 
not only the common citizen who has been playing for safety and 
security. Business has been going too much in the same direction 
and, as has been previously said, this concentration on safety has 
gone so far in England that the majority opinion of that country, 
both in high circles and in the ranks of the workers, is focused on 
security as the great end and aim of business and political activity. 
That idea we must give up on this side of the water if we wish to 
retain the principles of freedom and initiative. 

Yet as we well know, we must not merely be willing to run risks, 
we must be able to do so with some hope of success. Here we run 
directly counter to the laws under which we are now living, with 
the federal tax laws as the principal obstacle. These are now so 
set up that for the risk-taker the losses are his own, the profits 
belong to the Government. The unfortunate effects of this situa- 
tion can scarcely be exaggerated. This is one of the policies of 
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federal government which must be reviewed and revised. The 
problem is made all the more difficult by the fact that both in the 
war period and in the post-war period enormous taxes will have 
to be raised to support and service the extraordinary expenses 
brought on us by the war. Some solution can and must be found 
which will both offer reward to the risk-taker and return to the 
federal government its necessary income. The answer cannot be 
lightly given. It can only be given after study and deep thought. 


Risk-Taking for the Individual 

A major question arises in connection with this matter of risk 
and initiative versus security. All the nations of the earth, our 
own included, have set up standards of security for the individual 
which have never before been attained and which will, even on a 
contributory basis, require large federal expenditures to establish 
and maintain. What should be our attitude toward this problem? 
When we seek to return business practice to the old-fashioned 
risk-taking procedure, shall we also demand that the ordinary man 
assume as an individual the risks which he faces? 

I am not sure that my own answer to this question will meet 
with the approval of all of you. I propose to present it for your 
consideration. It is my belief, first, that it is politically impossible 
to demand that those living in humble economic status should run 
risks to the extent that we ask of business leadership. It is not a 
question of what is theoretically right or what is morally desirable. 
It is a question of political possibility or impossibility, and I believe 
we have every reason to conclude that ultimately our fortunes and 
our lives are ruled by political considerations. 

Personally, I would go further than this. I would say that the 
development of a highly industrialized society increases rather than 
decreases the risks which have to be assumed by the ordinary citi- 
zen. When the nation was largely agricultural and when the in- 
dividual man could assure himself of food, clothing, and shelter 
by his own unaided efforts, the only risk he ran over which he 
had no control was that of the weather. Now his fortunes are 
determined by innumerable things over which he has no control. 
His fortunes are determined by the expansion and contraction of 
credit, by the policies of foreign countries which expand or con- 
tract the markets for the products he is manufacturing or the raw 
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materials he is extracting or which he needs. The prosperity of 
one line of business depends on the prosperity of other lines re- 
mote perhaps in location and subject to entirely different influences. 
Our highly industrialized civilization can and does result in a 
higher standard of living for the common man, but it also subjects 
him to risks beyond those which he was called upon to endure in 
a simpler society. For this reason, I feel that it is right, so far 
as it can be done, to insure the common man against the disasters 
which are inherent in the economic system under which we live 
and over which he has no control. 


Retaining an Area for Individual Ambition 


Furthermore, I believe that if we set up this security as a floor, 
assuring a minimum of the necessities of life, there will still re- 
main such an area for individual ambition and desire for a better 
living that the stimulus to increased personal effort will not be 
destroyed. With proper education, in fact, the opposite result 
may well appear. With his floor of subsistence assured, the in- 
dividual man, particularly if he is just starting out in life, may 
very well be prepared to run risks and to undertake ventures 
which he would not dare to consider if it meant losing the pro- 
tection given him by some stable but low-grade occupation or 
enterprise. 

Following out this line of thought, we can envision the post- 
war world as one in which the life raft and the parachute are 
standard equipment, but it would still be a world in which there 
will be every desire and every incentive for soaring aloft and 
traversing oceans and continents in our undertakings. 


The Committee for Economic Development 


Earlier reference was made to the fact that we have to do more 
than go back to the satisfactory relationships between government 
and business in the 1920’s. We have to be prepared to make such 
relationships effective in the maintenance of employment and of 
high productivity. This means that a whole series of policies, both 
for business and government, have to be studied and established. 

Some of us are actively supporting and are actively engaged in 
the development of such policies. As for myself, I feel quite 
strongly that the most hopeful undertaking of that sort in the 
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country today is one with which I am connected: namely, the Com- 
mittee for Economic Development. As most of you know, its 
work is divided into two parts. The first is the encouragement of 
and assistance to business in planning its post-war course, and a 
major part of this assistance and encouragement consists in re- 
viving the spirit of enterprise in companies large and small, in 
industrial communities, and in whole industries. 

The other part, with which I am more directly connected, is 
entrusted to the Research Committee. This group is engaged in 
studying and reporting on the problems that have just been de- 
scribed as having to be studied if we can apply to the coming co- 
operation of business and government the elements which we failed 
to provide in the 1920’s. I urge your support of this undertaking 
by every possible means. 

A Dramatic Possibility 

The other day Eric Johnston, President of the United States 
Chamber of Commerce, gave expression to a dramatic possibility. 
He suggested that a hundred and fifty years ago the young United 
States of America was an island of democracy in a sea of arbitrary 
or tyrannical government. He furthermore suggested that in the 
years to come this country might well be an island of private 
initiative and personal freedom in a world-wide ocean of state 
socialism. 

In the generations after the war for independence, our example 
fired the imagination of the whole world, and for more than a 
hundred years the trend of history moved in our direction. May 
it not chance that again, in the words of Washington, “We are 
setting up a standard to which the wise and judicious may repair,” 
and that again we may lead the world, this time in a return to 
individual freedom and initiative? 

We can do this if we can demonstrate that these ideas provide 
better for the well-being of the mass of the citizens of the nation 
than does state socialism. We can prove that if we are wise in 
meeting our opportunity. Let us not fail. 
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THE ANNUAL CONCEPT OF TAX ACCOUNTING 


By Randolph E. Paul, General Counsel, 
Treasury Department, Washington, D. C. 

Tax Simplification 
M* SUBJECT is “The Annual Concept of Tax Accounting.” 

I should like to steal up on this subject by first saying a few 
words about tax simplification. You may ask what tax simplifica- 
tion has to do with the annual concept of tax accounting. My 
answer is that the annual concept of tax accounting has a great 
deal to do with simplification. That is because it is a factor which 
leads to complexity. Now there is nothing simpler than the cash 
receipts and disbursements method. But when we progress to the 
refinements with which I shall attempt to deal, we are moving 
away from simplicity in the direction of complexity. These days 
it is important to keep moving, but it is even more important 
to keep moving in the right direction. I do not say that in moving 
away from simplicity we are moving in the wrong direction. The 
Treasury and business are sometimes agreed that a certain degree 
of complexity is legitimate, that it is even desirable when the out- 
come is a compensating equity. 

Everyone is talking about tax simplification these days. Some of 
the discussion has more heat than light. We all know that the 
public is surfeited with complexities. But being in favor of sim- 
plification is like being against sin. Like many other terms in the 
law, “simplification” has little meaning. It has little meaning be- 
cause it has too much meaning. As Judge Frank has said: “Words 
are invaluable implements. But they are merely perfected pointers, 
substitutes for the index finger. If you point a finger or a word 
at nothing, your pointing will not convert the nothing into some- 
thing ; talking of an eight-legged monkey with scales and fins will 
not bring such a quaint creature into existence; and if an object 
which you name is existent but vague, its vagueness will not vanish 
under the spell of the name no matter how precise.” We need then 
to pin down the idea behind the word “simplification” without 
bothering too much about the word itself. Perhaps we need to 
abolish the word and talk concretely about the things that it means. 
We may even need to qualify our endorsement of simplification. 
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There are times when it may not be a consummation devoutly to be 
wished. 


Origin of First Income Tax Law 

Suppose for a moment that we turn the clock back. Most of 
you will not remember the humble origin of our first income tax 
law. The rates were low and the sections few. In retrospect it 
looks as simple as A B C. I often wonder whether the 16th Amend- 
ment would have been ratified in the period ending with the fate- 
ful date of February 23, 1913, if the public had known what the 
future held in store. Then we thought we were at the meridian, 
but now we know that we were only at the morning star. A few 
years previously the Supreme Court had declared a two per cent 
income tax unconstitutional. Before the Supreme Court an emi- 
nent member of the Bar called the principles upon which the Act 
was defended “communistic, socialistic, and populistic.” He 
argued that it was confiscatory. It seems incredible in these days 
that anyone could call a two per cent rate confiscatory. It is not so 
hard to imagine that today’s 90 per cent rate could be confiscatory 
if we were not extremely careful in our definition of taxable 
income. 

Apparently even in the calm pre-World War I atmosphere in- 
come tax statutes were not built in a day. Although the 16th 
Amendment took effect early in the year 1913, the acceptance of 
its benefits was not immediate ; the 1913 Act was not passed until 
October. It was a simple Act despite the fact that the seven pages 
of the 1909 Act had expanded into eighteen pages. In it the tax- 
able year concept was applied with puritanical ardor. The tax was 
computed for each calendar year upon the basis of events occur- 
ring within the year and without reference to the experience of 
other years. No variation was permitted under any circumstances. 


Concept of the Taxable Year 

It was natural that in the 1913 Act Congress should adopt the 
concept of the taxable year as a unit of time. Income has been de- 
fined from the economic standpoint as the “value of the net accre- 
tion to economic power between two points of time.” From the 
legal standpoint it has been defined as being “the gain derived 
from capital, from labor, or from both combined, provided it be 
understood to include profit gained through sale or conversion of 
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capital assets.” You may take your choice of these two definitions, 
but you have no choice but to include the time element. As you 
know, an income statement inherently involves a period of time. 
It is unlike a balance sheet, which represents financial position at 
a single point of time. A balance sheet is static. An income state- 
ment is dynamic. It portrays motion—the flow of income. 

The 1913 Act adopted the calendar year as the period by which 
to measure the flow of income. No one then suggested a different 
period, such as the fiscal year. No one suggested the many refine- 
ments that were to follow as the need of greater complexity be- 
came apparent. Complexity had to await public demand ; it could 
not have been imposed upon unsophisticated taxpayers who were 
as yet unaware of its desirability. A certain amount of exposure 
to inequity was necessary to the acceptance of more equitable com- 
plication. Too often we despise what is most useful to us. 

The Accrual Method 

It is hard to realize that for a time business lived, breathed, and 
even prospered, without the accrual method in our tax system. Yet 
for a period the cash method was revered as a sacred cow. It took 
three years to discover that it was virtually impossible for a busi- 
ness of any complexity to operate under the strict receipts and dis- 
bursements method of accounting; the accrual method was, there- 
fore, born of necessity. Ordinary necessity in 1916 has become 
imperious necessity today. Take the case of a taxpayer who spends 
most of a year performing a contract at great expense, but who 
does not receive payment until the following year. Under the cash 
method he would be taxed in full upon the price received in the 
later year and his expenses of the earlier year might be useless to 
him as a deduction. This is basically the type of distortion of in- 
come which would be the common event if we did not have the 
accrual method. The purpose of that method, so far as taxes are 
concerned, is to eliminate the distortion of income resulting from 
a chance accumulation of receipts in a particular year. It. permits 
the application of expenses, costs, and charges against the gross 
income attributable to them. 

The Inventory Method 

Some of you may perhaps remember the introduction into the 

statute of the inventory method, the object of which is to distribute 
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profits and losses accurately over the years. Early regulations 
issued on March 1, 1910, made provision for the use of inventory 
in connection with manufacturing and mercantile businesses. But 
after the 1913 Act was passed, there was considerable doubt as to 
whether inventories could be permitted on any basis other than 
cost. On December 19, 1917, the Treasury Department for the 
first time authorized the taking of inventory at cost or “cost or 
market, whichever is lower.” Finally, in the 1918 Act, explicit au- 
thority was given to the Commissioner to permit the use of the 
inventory method. It was not until the Revenue Act of 1938 that 
the last-in, first-out inventory method was recognized specifically 
in the law, and even then its use was limited to taxpayers in certain 
trades. The 1939 Act made this method available to all taxpayers 
on appropriate types of inventories. 

This flexibility, which our tax structure derives from the per- 
mission extended to the taxpayer to use any one of the various in- 
ventory methods, begets more refinements. In normal times the 
last-in, first-out method works very well, but in 1942 many taxpay- 
ers found that in wartime this method had very serious defects. 
The stoppage of imports and the drastic priorities on domestic 
goods, all necessitated by a wartime economy, forced many tax- 
payers, who use this inventory method, to dip into their base stock. 
This would almost never happen in normal times. The liquidation 
of this base stock resulted in a bloated net income greatly beyond 
what it would have been if base stock had been replaceable during 
the year. The 1942 Act therefore included a somewhat lengthy 
and involved amendment to cure this deficiency. The amendment 
in substance allows taxpayers using the last-in, first-out method to 
replace liquidated stock in future years at the original inventory 
values, and to reopen the years of liquidation for the purpose of 
decreasing the net income by the difference between the inventory 
value and the replacement cost. 


The Carry-Forward Provision 

Another early recognition of the necessity of erasing dividing 
lines between statutory taxable years is found in the carry-forward 
provision. The 1918 Act, passed in a chaotic period of high tax 
rates, first allowed the net losses of one year to be applied in com- 
puting the net income of another year. The 1921 Act followed 
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with a two-year carry-over of losses, and 4 similar provision re- 
mained in the revenue system for many years. The 1932 Act re- 
duced the period of carry-over from two years to one year, and 
the National Industrial Recovery Act of 1933 eliminated the entire 
carry-forward provision. It was restored to the statute in 1939. 

Since those halcyon days we have taken many steps in the 
direction of complexity in order to associate expenses with the 
income with which they are connected. We have also attempted in 
various ways to deal with the problem of bunched income. We 
have given special treatment for capital gains and losses. In 1939 
we gave special treatment to taxpayers who render personal serv- 
ices over a period of years and receive payment in one year ; this 
provision, as amended in the 1942 Act, is a boon to authors, at- 
torneys, and artists. The statute also has special provisions for re- 
porting income from long-term contracts and installment sales. 
This by no means exhausts the list of departures from conven- 
tional accounting methods. 


The Carry-Back Provisions 


I may now pass to more recent events—events with which I 
have been closely associated. In 1942 it became apparent that the 
work of more than two decades had not sufficiently refined our 
statutory concept of the taxable year as a unit for the measurement 
of income. We were in the midst of war. Incomes were in violent 
fluctuation. At the moment they were high, but many people looked 
forward to a crash. Shortages became acute. Materials could not 
be purchased. Railroads said that they could not maintain their 
equipment unless critical materials could be alloted to them. Other 
concerns looked forward to a period of low incomes and high ex- 
penses in contrast to the existing period of high income and low 
expenses. 

In 1942 business men dumped their woes in the laps of the Sen- 
ate Finance Committee. That Committee soon realized that the 
problems put forward were more easily stated than solved. Taking 
maintenance as an example, no one could find any magic formula 
under which reserves for deferred maintenance could be calcu- 
lated. After long debate it was decided to adopt a loss carry-back 
provision. 

Taxpayers have never fully appreciated the generosity of the 
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carry-back provisions. They permit a net operating loss to be 
carried back and offset against the income of two previous years. 
It must be carried back first to the second preceding year, and then 
to the immediately preceding year. The loss must be used first as 
an offset against taxable excess profits, and second against normal 
profits. The entire income of the earliest of the three years in- 
volved in the equation must be exhausted before the unused loss 
balance may be carried forward against the income of the middle 
year. 

In addition, Congress in the 1942 Act applied the principle of 
the carry-back to the unused excess profits credit. Under this pro- 
vision corporations in periods of declining profits are granted the 
opportunity of offsetting the excess profits net income of the two 
preceding years with the whole or any part of the excess profits 
credit which has not been utilized in the current year. 

These two provisions—the loss carry-back and the unused excess 
profits credit provisions—in net effect accomplish a five-year av- 
eraging of income. 

The statute looks both backwards and forwards, a process which 
gives liberal recognition to most business cycles of normal length. 
Furthermore, the carry-back provision will facilitate the adjust- 
ment to the peacetime level of corporations with losses or dras- 
tically diminished profits. Taxes of such corporations for the two 
prior years may be reduced by the net operating loss carry-back as 
well as the carry-back of the unused current excess profits credit. 


Problems of the Post-War Period 


In 1942 victory was a distant hope, but now the question of vic- 
tory has changed from if to when. The post-war world is moving 
toward us. It is, therefore, natural that business should focus its 
attention more sharply upon the post-war period. What will be 
done about the expenses of reconversion of plants? What will be 
done about dismissal compensation? What will be done about in- 
ventory declines? What will be done about postponed maintenance 
expense? Suppose these expenses should fall into a year of low 
profits or a year of losses. These questions have led some people 
to believe that we need to go further than ever before in the direc- 
tion of obliterating the distinction between taxable years. 

One remedy for dealing with this post-war tax problem is the 
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allowance of a reserve deduction. Since this suggestion has been 
so widely discussed, it may be helpful to reduce it to very simple 
terms. Suppose a corporation with large war contracts was receiv- 
ing a gross income of $1,000,000 in 1943. Its ordinary expenses 
for 1943 amount to $800,000. This leaves an apparent profit of 
$200,000. I use the word “apparent” because the profit may in part 
be illusory. Taking dismissal compensation merely as an example 
of post-war expenditures, suppose the management of a corpora- 
tion believes that at the end of the war the corporation will have to 
discharge a considerable number of workers. It may be obliged, 
or it may desire, to pay these workers dismissal wages, such as a 
lump sum of $100 to each employee who has been employed for a 
certain length of time, or perhaps 1 per cent of the wages paid to 
each employee during the war. 

This expense will not actually occur until the war is over, let us 
say, in 1945. If the tax laws are left as they now are, leaving 
carry-backs out of the equation for the moment, this dismissal 
compensation will be deductible expense in 1945. It will reduce 
income subject to tax in'1945 under the rates applicable for that 
year. The business man’s concern is that since tax rates in 1945 
may well be much lower than those in force in 1943, the relief he 
will obtain from the deduction of this dismissal compensation in 
1945 will be less than would result from a 1943 deduction. It may 
well be in the business man’s interest to have the dismissal compen- 
sation expense moved back and made deductible in 1943 when 
rates were higher. The issue is not whether the expense should 
be deducted. The question is: In what year should the expense 
be deducted? Upon the answer to this question depends the 
amount of relief that should be obtained. 

If we assume that this expense should be applied as a deduction 
against 1943 income, the question becomes one of technique. How 
may 1945 expense be applied against 1943 income? It has not yet 
been incurred ; its amount is not known. It is even conceivable that 
the officers of the corporation have been chasing rainbows. They 
may ultimately prefer to have the deduction in 1945. 


Post-War Reserves 
The solution commonly suggested in business circles is the post- 
war reserve. Under this plan the corporation, making out its 1943 
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return in 1944, will estimate the amount of dismissal compensation 
to be paid in 1945. That estimated amount will be deducted as a 
reserve. The return for 1943 will show figures something like this: 


Ordinary expenses 800,000 
Reserve for post-war dismissal compensation 100,000 


It is inconceivable that directors may guess in 1944 the amount 
of dismissal compensation and other post-war expense which will 
have to be paid under the conditions obtainable in 1945, or perhaps 
later. They do not know now how many workers will have to be 
discharged when the war ends, nor how much dismissal compen- 
sation it will be wise to pay. Any reserve now put upon the books 
will, therefore, inevitably shoot wide of the mark. It would be a 
miracle if some adjustment were not required. 

How can that adjustment in reserves be made? Two methods 
are available. One method would be to correct the 1943 return 
after the event. This method is open to the objection that it would 
impede the final determination of tax liabilities. The other method 
is to treat unused reserves as income in 1945. This method is open 
to the objection from the government viewpoint that it transfers 
income from a year of high rates to a year of low rates. The 
Treasury has the further objection that once an advance estimate 
has been made there will be a natural inclination to try to make 
post-war experience justify prophecy, and to stretch the classifica- 
tion of post-war outlays to make them fit the category of expenses 
attributable to the war. We are apprehensive that no stone would 
be left unturned to prove that the early estimate was not an over- 
estimate. 

In effect the Treasury has taken the position of wait and see, of 
waiting until the post-war year when the now unknown expense is 
actually incurred. Then if the expense is really due to the war, 
returns can be reopened and the expense can be put into the war 
period. Of course, this means reopening the earlier return, but it 
circumvents a great deal of reopening that would occur under the 
reserve plan where business firms honestly anticipated during the 
war that they were going to have post-war expenses attributable to 
war income, but later did not experience them. 
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Basically then, the Treasury and the advocates of the reserve 
technique differ primarily on the simple question whether it is 
better to allow the deduction of post-war expenses on an estimated 
basis as we go along through the war, or to defer the deduction 
of the expenses until anticipation becomes reality. The effect of 
the reserve technique is to keep estimated expense money in the 
pocket of the taxpayer. He has a bird in the hand. He may prefer 
a bird in the hand to perhaps two birds in the bush in the form of 
a promise from his Government to return the money at a later 
date when it can be known how much should be returned. 


The Problem of Liquidity 


Still another argument is made for reserves. They are urged as 
an expedient making for liquidity after the war. Some pessimists 
say that business will not be in a cash position after the war to 
make the expenditures necessary to keep employment at a high 
level and to convert the economy from a war to a peace basis. They 
urge that the allowance of reserves now will put cash into the cor- 
porate tills later. 

This argument rests on two assumptions: first, that corpora- 
tions will be in a strained cash position after the war, and second, 
that the use of reserves will cure that difficulty. The available 
facts suggest that corporations in general will be in very good 
financial position after the war. An important measure of financial 
condition is the ability to increase surplus from profits. Estimates 
indicate that after paying increased taxes and substantial dividends 
the profit-making corporations of America will retain an aggregate 
net income for the years 1941, 1942, and 1943 of $15.5 billion, or 
2% times the amounts retained during the pre-war years 1936- 
1939. To this amount we may add $6.9 billion for the year 1944. 
This is a phenomenal record. 

While additions to surplus indicate that profits have been 
earned and retained, such additions do not, of course, guarantee 
that the corporation will be in a liquid position. The earnings may 
have been reinvested in fixed plants, inventories, or receivables. 
Such assets cannot be used for meeting the expenses of transition 
to peacetime operation. Liquid assets are necessary for this pur- 
pose. 

It appears, however, that the liquid asset position of corporations 
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as a whole has improved in recent years and that liquid assets have 

' risen even faster than retained earnings. Non-financial corpora- 
tions increased their holdings of currency, bank deposits, and 
United States Government securities by $12 billion during the 
two years 1941 and 1942 according to an estimate prepared by the 
Securities and Exchange Commission. If the accumulation of 
liquid assets in the first half of 1943 should continue through the 
year, the total increase would be $25 billion for the three years 
1941, 1942, and 1943. A study just released by the Federal Reserve 
Board indicates that business deposits, both corporate and non- 
corporate, totalled $30 billion on July 31, 1943.1 While all of these 
deposits would not be fully available for conversion to peacetime 
operations, and to provide working capital needed to carry on 
peacetime employment and production, they reflect a generally 
liquid condition. 

For a group of accountants I hesitate to go through the motions 
of replying to the second argument—that reserves will solve the 
liquidity problem. You know that all the reserves in the world 
will not make a corporation liquid. Liquidity depends not on the 
liability side of the balance sheet where reserves are entered but 
on the asset side. The crux of the problem is: In what are the 
assets invested? If they are invested in brick and mortar, there will 
not be liquidity no matter how many reserves appear on the liabil- 
ity side. If they are invested in cash, the corporation is liquid with 
or without reserves on the liability side. 


Treasury Suggestion 

However, the Treasury is anxious to insure the liquidity of busi- 
ness after the war so that there may be a rapid conversion of our 
economy to a peace basis. We want high peacetime production and 
a high level of employment. To that end we suggested recently 
that— 

1. If, for any taxable year beginning prior to the expiration of 
some reasonable post-war period, a corporate taxpayer anticipates 
the realization of a net operating loss or the existence of an unused 
excess profits credit which could ultimately be used as a carry- 
back against the taxable income of the two prior years, it may 
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apply for complete or partial deferment of the quarterly tax pay- 
ments due in that year with respect to the preceding year’s taxable 
income and also of any payments of deficiencies in tax which 
are due. 

2. The extent of the postponement of these payments would 
be limited to the amount of the refunds of taxes that would result 
from the anticipated carry-backs. 

3. A statement of the estimated amount of these losses or un- 
used credits and of the resulting refunds would be required so 
that the reasonableness of the taxpayer’s claim could be checked. 

4. Where subsequent circumstances indicate that the ultimate 
collection of tax may be in jeopardy, the collection of deferred pay- 
ments should be accelerated, or other measures should be taken 
to protect the revenue. 

5. When the taxable year from which a carry-back is antici- 
pated is completed, the usual return would be filed and a precise 
computation of the refunds to be claimed could then be made. The 
amount of the deferred payments would first be offset against the 
claimed amount of refunds. Any excess of deferred payments 
would be collected with interest. On the other hand, it is proposed 
that payment of any balance of refunds due would be accelerated. 

The Commissioner would be obliged to make a tentative deter- 
mination of the amount of refund due. This would be credited or 
refunded within the shortest possible time, possibly in from sixty 
to ninety days. Thereafter, the final determination of claims for 
refund would proceed in ordinary course; on ultimate readjust- 
ment the taxpayer would repay any erroneous refunds, or the Gov- 
ernment would pay any balance of refunds remaining unpaid. 

Beyond this, the problem of liquidity is to a large degree one of 
war contract termination technique. That is not a tax problem. 
The tax statute cannot do everything. It cannot even by a reduc- 
tion of tax rates—which in some instances is the concealed pur- 
pose underlying the desire for deductible reserves—put corpora- 
tions in a strong cash position after the war. 


Conclusion 


So much for the narrow subject of “The Annual Concept of 
Tax Accounting.” One wants broader concepts for a conclusion. 
I should like to leave with you more than a slim technical message. 
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I have attempted to point out for you some of the piers upon 
which our long bridge of tax law was built. It is obvious that in 
almost all problems related to taxation consideration must be given 
to the operation of the taxable year as a unit of time; it is the fun- 
damental principle upon which our tax structure is based. We 
have had enough experience with the special provisions which I 
have discussed to make it apparent that we need not let this concept 
rule as a despot. As you well know, every law and usage is man’s 
general expedient to meet particular cases. The sum of many ex- 
pedients has given us both greater equity and greater complexity. 
Justification for complexity must be found in the inequities which 
we thereby seek to cure. Complexity carried beyond proper 
bounds, may become an inequity in itself. On the other hand, sim- 
plicity may destroy more than it fulfills. 

To borrow from the world of physics, our problem is to fix the 
position of the fulcrum, the concept of the taxable year, at the 
proper distance from these two divergent forces, complexity on 
the one hand, and greater equity on the other, so as to keep the tax 
system relatively in balance. Vague talk about simplifying our tax 
laws is an inexpensive commodity and gets us nowhere. We must 
first decide what we want and then make what we want as simple 
as possible. Otherwise we shall be enslaved in our own contriv- 
ances. As William James said, “Whatever works in the world of 
experience is good.” Pragmatism isn’t a bad tax philosophy. 
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